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If, When, and How to Liquidate
by F R E D E R I C K W . B A S S I N G E R

Partner, Minneapolis Office

Presented before the Wisconsin Society of Certified Public Accountants—October 1969, and before the Minnesota
Society of Certified Public Accountants—November 1969
A CORPORATE LIQUIDATION takes place when the corporation's shareholders elect to wind up its business affairs and to distribute the
net assets to the interested parties. The corporation need not convert the
assets to cash prior to the distribution, although this often happens.
In addition to compelling tax reasons, a corporation may be liquidated for economic motives. A n obvious example would be a corporation
that has been losing money and whose prognosis is not particularly
encouraging. It could also be that the corporation is not necessarily
losing money, but is not making enough money. In other words, the
shareholders feel they could make better use of the corporate assets
elsewhere.
If the corporation to be liquidated is a subsidiary of another corporation, it may be that the parent corporation merely desires to simplify
its corporate structure. It may also be that there is a compelling tax
reason to liquidate. This could come about if:
• A subsidiary has an operating loss carryover or other tax attributes that would benefit the parent under section 381, IRC.

• The present fair market value of the subsidiary's property is
higher or lower than the subsidiary's tax basis.
• The parent has a capital loss that it desires to offset against a
capital gain in a taxable liquidation.
• Stock of the subsidiary has been purchased by the parent for the
sole purpose of obtaining its underlying assets.
• A small number of dissenting shareholders are trying to prevent
a takeover by another company. The majority can, in effect, force them
to sell their stock by having the corporation sell its assets to the acquirer
and then liquidate the old company.
• The parties desire to avoid the "reverse acquisition" consequences
that could follow certain acquisitions.
Before analyzing the tax consequences of accomplishing a liquidation
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for one of the reasons outlined above, we should be familiar with the
basic tax rules governing a liquidation.
EFFECT OF LIQUIDATION ON SHAREHOLDERS
The liquidating distributions are treated by individual or corporate
shareholders as being in full payment for their shares. This means that
the shareholders will ordinarily have taxable capital gain or loss. A n
investor in a small-business investment company, however, is allowed
an ordinary loss rather than a capital loss. This is commonly referred
to as "section 1244" stock, and the maximum ordinary loss deductible
in any one year is $25,000 ($50,000 on a joint return).
Whether the gain or loss is long or short term will depend on the
length of time the shares were held. If property is received in liquidation,
it is considered as cash to the extent of its fair market value. If the
business continues, however, there is a possibility that the distributee will
be considered as having received goodwill as one of the assets he received,
and he will be taxed accordingly.
There are two exceptions to these general rules, namely:
• When an 80% or more owned subsidiary is liquidated, all or part
of the gain is not recognized by the receiving corporation, and
• When the shareholders elect not to be taxed on the appreciated
value of the corporate property. This liquidation is commonly referred
to as a one-month liquidation.
The period during which the gain or loss should be reported depends
on whether the proceeds were received in one distribution or in a series
of them. If cash or property is received in one distribution, the taxable
event takes place when such distribution is received. If the distribution
is made in instalments, however, gain is recognized only after the basis
is recovered. If a loss will ultimately be incurred, it is recognized in the
year the final liquidating distribution is made.
The basis of the property received in a liquidation is generally its
fair market value at the time of distribution. This will be the same value
used to compute the total proceeds received. If the property is received
from an 80% or more owned subsidiary, and is therefore tax-free, the
basis generally carries over. If the parent purchases 80% or more of the
stock of a subsidiary and liquidates that subsidiary within two years of

IF,

W H E N , AND H O W TO LIQUIDATE

187

the purchase, the basis of the assets will, with certain adjustments, be
the amount paid for the stock.
If a shareholder realized gain on receipt of property in a one-month
liquidation, the basis of the property is the same as the basis of the shares
canceled, decreased by the cash received and increased by the recognized
gain.
Now that we have the general rules in mind, let us proceed to apply
them to the typical liquidation situations.
TAX-FREE LIQUIDATION OF A SUBSIDIARY
As previously mentioned, there are situations in which a parent
corporation desires to liquidate a subsidiary to simplify its corporate
structure. It may also desire to avail itself of certain tax attributes
presently in the hands of the subsidiary, such as an unused operating loss
or an investment credit carryover. Section 381, IRC, lists 23 items that
a successor corporation is usually entitled to if it received assets from
another corporation under section 332, IRC (unless section 334(b) (2)
applies). These same 23 items are available if the subsidiary is acquired
in connection with a statutory merger or consolidation or in connection
with a stock-for-assets reorganization.
Unless the taxable years of both the parent and the subsidiary to
be liquidated end on the same date and the liquidation occurs at the end
of this same taxable year, the period of availability of an operating loss
carryover may be substantially reduced. Since the taxable year of the
subsidiary ends on the date of liquidation, that taxable year and the first
taxable year of the parent ending after the date of liquidation are considered as two separate taxable years to which the subsidiary's net
operating loss carryover may be carried. To measure the amount of the
loss available to the parent, it is necessary to split the taxable year of
the parent between the pre-acquisition and post-acquisition periods. This
is done on a pro rata basis. From the above, it would obviously be foolish
to liquidate, on a date other than its year end, a subsidiary having an
operating loss carryover that is about to expire. Otherwise, there will
be two short periods and part of the loss carryover could be lost.
There may be limitations on when such tax attributes are available,
but these limitations are outside this discussion. The following conditions
must be met for a liquidation to be tax-free under section 332, I R C :
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• The parent corporation must own at least 80% of the total combined voting power of all classes of stock, with the exception of nonvoting
stock limited and preferred as to dividends.
• The liquidation must be in complete redemption of all the subsidiary's stock; and
• The transfer must be made in the tax year in which the plan of
liquidation is adopted, unless there is a series of redemptions in which
case the transfer must be made within a period of three years.
The tax basis of the property distributed to the parent corporation
generally carries over from the subsidiary. The investment credit and
depreciation recapture rules do not apply. This, of course, assumes that
the section 334(b) (2) provisions are not applicable.
In the event that there is intercorporate debt, a danger could exist
or an unexpected benefit could arise, depending on the facts. If the
subsidiary's assets are insufficient to satisfy the creditors, including the
parent's claim, any amounts received are first applied to reduce the debt.
If the amount received by the parent is not enough to pay this debt in
full, the stock is worthless. This means that the non-recognition provisions do not apply and the desired carryovers, if any, are not available
to the parent. The parent is entitled to an ordinary bad-debt deduction
for its loss on advances. It is also entitled to a deduction for its tax
basis in the subsidiary's stock because of the subsidiary's worthlessness.
Whether that loss is a capital loss or an ordinary loss depends on whether
or not the parent owns at least 95 per cent of each class of the subsidiary's
stock and at least 90 per cent of the subsidiary's gross receipts from all
sources for all the taxable years were not from passive sources (such as
rents, royalties, interest, dividends, and capital gains).
When a parent corporation has the opportunity of securing a deduction (ordinary or capital) or not securing a deduction, it is evident that
a little planning on its part could result in considerable tax savings. For
example, if the motive for liquidation is to obtain the tax carryovers of
the subsidiary and if the subsidiary would be worthless after repayment
of the advances, an infusion of enough additional capital prior to liquidation would then result in the parent's receiving something for its stock
upon liquidation, no matter how small. Similarly, if the potential benefits
from the loss deduction for the worthless stock were greater than either
the carryover benefits or the capital loss deduction, it could well be worth
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the investment to incur, intentionally, prior to liquidation enough losses
to make the subsidiary's liabilities exceed its assets. This would ensure
an ordinary loss deduction under section 165(g)(3), IRC.
A n acquisition of additional stock in a subsidiary for the sole purpose
of converting a capital loss into an ordinary loss has been unsuccessful.
ONE-MONTH LIQUIDATIONS
Under certain conditions, a qualified shareholder can receive property that has appreciated in value without being subject to tax on the
appreciation. Part of the gain, however, is taxed as a dividend to the
extent of its pro rata share of earnings and profits. If a substantial part
of the shareholders' "paper profit" results from the appreciation of
corporate property and if the earnings and profits of the corporation are
low in relation to the potential gain, the one-month liquidation route can
be beneficial.
In order to qualify the following conditions must be met:
• There must be a complete liquidation of a domestic corporation.
• The liquidation must be made pursuant to a plan adopted before
the first distribution.
• The distribution must be in complete redemption of all the corporation's stock and must be made within one calendar month (with the
exception of cash set aside for certain liabilities).
• The electing shareholders must file Form 964 within 30 days after
the adoption of the plan.
The depreciation and investment-credit recapture provisions apply
to one-month liquidations. Assume that a shareholder owns all the stock
of a corporation and has zero retained earnings and profits. Further,
assume that his tax basis is $300,000, that the corporation's property is
now worth $700,000, and that it has taken $100,000 in post-1961 depreciation of its equipment. If the corporation distributed its assets to the
shareholder and then liquidated under section 333, the corporation has
ordinary income of $100,000. Further, assuming the corporation pays
$48,000 in corporate taxes (disregarding the surtax), the remaining
$52,000 is added to earnings and profits, so that the shareholder has
$52,000 in dividend income.
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12-MONTH LIQUIDATIONS
In those situations in which the shareholders of a corporation desire
to have the corporation sell its assets and distribute the cash to them, a
double-tax situation may exist. When the corporation sells its assets and
has a gain, a tax would normally be due. Then when the corporation
distributes the proceeds from the sale of these assets, net of taxes, the
shareholders may also be subject to a tax on the difference between such
proceeds and their tax basis. Had the corporation distributed the assets
to the shareholders and the shareholders had then sold the assets, the
corporation would not have been subject to a tax on the gain from the
sale of these assets. This procedure, however, raises the question of who
actually arranged and thus made the sale—the corporation or the shareholder. There has been much litigation on this question.
Congress thus saw fit to adopt section 337 of the Internal Revenue
Code, which provides that a corporation may sell its assets tax-free
within a 12-month period after the adoption of a plan of liquidation. By
the same token, no loss is recognized. This has led some taxpayers to
sell their loss assets before they adopted a plan of liquidation and then
to sell tax-free those assets that would produce a gain. This procedure,
in turn, has led revenue agents to take the position that the plan of
liquidation (even though not formally adopted) was actually adopted
just before the loss assets were sold and therefore the losses are not
deductible.
To qualify for tax-free treatment, the following conditions must be
met:
• The assets must be sold within 12 months after the adoption of
a plan of liquidation.
• The liquidation must be completed within 12 months after the
adoption of the plan of liquidation.
There are no provisions for obtaining an extension of time in which
to complete the liquidation. If the original purpose was aborted, however,
the old plan can also be aborted and a new plan adopted.
This tax-free status does not automatically apply to the sale of all
assets. For example, gain on the sale of inventory items will be taxed
unless such inventory is sold in bulk. Also, any gain on the sale of
assets sold before the adoption of the plan and reported on the instal-
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ment basis will become taxable in the year of final liquidation, even
though only the instalment obligation is distributed to the shareholders.
The shareholders will be taxed on the fair market value of the obligations when received, even though it may be years before the cash is
finally received. For the same reason, assets sold during the liquidating
period and reported on the instalment basis provide no benefit to the
corporation or to the shareholders. That is, the corporation would pay
no tax on the gain, whether or not the instalment route is used, and the
shareholders must report the instalment notes at their fair market value.
Assuming the notes are worth their face value, the shareholders are taxed
as though the corporation received cash, which in turn was distributed
to them. In the event the shareholders contend the notes received are not
worth par, any gain finally realized upon subsequent collection will be
taxed as ordinary income.
Proceeds realized from the sale of tools previously written off will
be taxed to the corporation as ordinary income, as will unused reserves
for bad debts. The theory for taxing such items is that tax benefit was
realized from their deduction in prior years, and the inclusion in income
in the year of sale or liquidation is merely a correction of this benefit.
Gains realized in a 12-month (as well as a one-month) liquidation
are taxed to the corporation as ordinary income to the extent the depreciation and investment-credit recapture rules apply. Further, netting of
gains and losses for recapture purposes is not allowed, which can result
in a tax, even though no net gain is realized.
For example, assume a liquidating corporation has just two assets.
The corporation sells one asset for a $10,000 gain, all of which is
subject to recapture, and sells the other asset at a $10,000 loss. The net
result is a zero gain. The recapture provisions, however, provide that
each asset must be tested separately and therefore, in this example, a
$10,000 gain would be recognized. This treatment cannot be avoided by
distributing the gain asset to the shareholders.
These hidden tax consequences that can result in a 12-month liquidation have forced more than one corporation to go the tax-free merger
route under section 368, IRC.
The 12-month liquidation benefits are not available if the corporation
has made the one-month liquidation election or if the corporation is a
collapsible corporation.
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COLLAPSIBLE CORPORATIONS
Congress passed laws to bar the conversion of ordinary income into
capital gain through the use of a corporation that was liquidated or
collapsed before the realization of ordinary income by the corporation.
This tax-avoidance procedure was used effectively in the past in the
motion picture, construction, and farming industries. For example, a
corporation would be organized for the sole purpose of producing a
motion picture, erecting a building, developing an area, or some similar
project. After the project was completed, the corporation would be
liquidated and the assets distributed to the shareholders, who would then
realize capital gain equal to the difference between the fair market value
of the assets received and their tax basis. The shareholders would then
immediately sell the assets at their fair market value and in this manner
escape any ordinary income tax the corporation would otherwise have
incurred. The shareholders would have, in effect, performed acts that
would normally result in ordinary income and perhaps also capital gains,
and such income would be taxed only once and at capital gain rates.
Section 341, IRC, taxes gain on a liquidating distribution as ordinary income if the corporation was formed or used principally to:
• Manufacture, construct, or produce property;
• Buy property that in the corporation's hands is inventory, stock
in trade, property held primarily for sale to customers, unrealized
receivables, or fees, or section 1231 assets, that was held for less than
three years; or
• Hold stock in such corporation.
For the shareholders to sell or exchange the stock or to make a
distribution, the corporation must also have been formed and in operation before the corporation realized a substantial part of the taxable
income derived from the property.
LIQUIDATION—REINCORPORATION
If the shareholders of a corporation want to keep the business
going, but want to take part of the assets of the corporation in a form
other than as a dividend, they may be tempted to liquidate, transfer the
assets to another corporation, continue the business essentially as before,
and call it a liquidation. The desired result would be to obtain capital
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gains on the liquidation instead of ordinary dividend income and a
stepped-up basis for depreciation purposes by the new corporation. Suffice it to say that the Internal Revenue Service is not unaware of this
tactic and may well tax the parties concerned as though a dividend were
paid or as though a reorganization took place, depending on which
position will result in the larger deficiency.
STEPS TO BE TAKEN IN LIQUIDATION
In the normal course of events, the following steps are taken when
the shareholders decide to liquidate their corporation.
• Directors resolve to liquidate and dissolve.
• Shareholders approve the liquidation. The percentage of the
voting shares necessary to make this decision depends on local law.
• A n information return (Form 966) is filed by the liquidating
corporation with the Internal Revenue Service within 30 days after the
adoption of the plan to liquidate. Many states also require similar notification.
• Assets may or may not be converted to cash or its equivalent.
Liabilities are paid off and the remaining assets are distributed.
• Formal dissolution is initiated in the state of incorporation, and
where required, in states in which the corporation is authorized to do
business. If there is a significant reason not to perform this final act,
such as saving the name of the corporation so that others cannot use it,
the regulations should be consulted.
• Final income tax returns are filed and prompt assessment is
requested.
• Information returns (Form 1096 and 1099L) are filed by February 28 of the year following liquidation.
TAX RETURNS AND MISCELLANEOUS
In some states, federal income taxes are deductible only on a paid
basis. In such states, it may be advantageous to prepay the federal income taxes so that this deduction can be utilized against state taxable
income. If the taxes are paid in a period when there are no operations
taking place, any possible benefits may be lost.
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Certain deductions are available on the final return of a corporation
that are often overlooked.
• Legal, accounting, and other expenses in connection with the
liquidation.
• Organization and leasehold improvement expenses that have not
previously been deducted.
• Other allowable expenses not allowed a going concern but possibly allowed when a corporation winds up its affairs. For example,
assume the corporation to be liquidated purchased a customer list or
goodwill many years ago and subsequently wrote off this asset for
accounting purposes. Because this was not an allowable deduction for
tax purposes on a "going-concern basis" theory, it should now be allowable in the year its usefulness ceased.
From the previous discussion we can see that, whatever the motive
for liquidation, there is the right way and there is the wrong way to
liquidate. Knowing if, when, and how to liquidate can mean a substantial difference in the after-tax proceeds that finally inure to the
shareholders. After all, that is probably the real reason the corporation
was formed in the first place.

